It is highly likely that EU accession negotiation had a large influence on foreign direct investment (FDI) into the Central and Eastern European countries involved therein. We found that as the membership talks progressed, the effect of attracting FDI to candidate states tended to increase gradually. It also became clear that EU member candidate countries experienced an adverse impact on FDI at the very final phase of the negotiation. This might have been due to the substantial revision of conventional FDI incentives, which most likely was the price paid for becoming new EU members. The relationship between the progress in the EU enlargement process and FDI received by the candidate countries was not a simple positive relationship, but followed a reverse J-shaped curve.
Introduction
In January 2007, Bulgaria and Romania joined the European Union (EU), and the fifth enlargement of the EU was completed. A unified market boasting a total population of 491 million and a GDP of €10.9 trillion was established, surpassing that of the United States. It is considered that this grand political process, which spanned from the end of the Cold War to 2007, achieved its major goal, i.e. the establishment of a new broad European order embracing the former communist bloc with a relatively successful outcome.
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Transnational Corporations, Vol. 18, No. 3 (December 2009) The EU enlargement brought economic benefits to candidate countries at the negotiation stage already prior to accession. The inflows of foreign direct investment (FDI) is a typical example. As shown in table 1, the cumulative FDI inflows into 21 Central and Eastern European countries (CEECs) and former Soviet states for the 17-year period from 1989 to 2005 reached a total of $375 billion, of which, 70.1 per cent ($263 billion) was concentrated in the ten new acceding countries. The total investment volume per capita of these ten new EU countries and 11 other non-EU countries stood at $2,571 and $482, respectively, the disparity being more than five-fold. This difference is statistically significant (t test: t=3.931, p=0.001; p=0.001) . As many researchers have emphasized, for former socialist countries that are trying to come out of the planned economy system, FDI from developed countries is not only a source of finance but also a powerful driving force in systemic transformation into a modern market economy (Estrin et al., 2000; Marinova and Marinov, 2003; Stephan, 2006; Dallago and Iwasaki, 2007) . The close relationship between the fifth EU enlargement and FDI is shown in table 1. However, this is not a rigorous proof. As the traditional theory of international production teaches us, FDI is influenced by a variety of factors, including market proximity and country size. In this connection, some studies that has empirically examined the determinants of FDI into CEECs and former Soviet states conclude that EU accession talks have had a significant impact on FDI into candidate countries even after controlling for other underlying factors. As we will discuss later, however, the existing studies have a problem in the empirical methodology for estimating the FDI-promoting effect of EU Eastern enlargement. The objective of this paper is to re-examine the impact of the EU Eastern enlargement on FDI by studying the accession negotiation involving the EU and transition countries more closely and using an analytical method that can capture historical facts more realistically.
We found that, as the membership talks progressed, the effect of attracting FDI to candidate states tended to increase gradually. The empirical evidence further suggests that EU member candidate countries experienced an adverse impact on FDI at the very final phase of the political negotiation. This might have been due to the substantial revision of conventional FDI incentives, which most likely was the price paid for becoming new EU members. The relationship between the progress in the EU enlargement process and FDI received by the candidate countries was not a simple positive relationship, but followed a reverse J-shaped curve.
The remainder of this article is organized as follows. Section 2 traces the political phases of the EU enlargement process from the collapse of the Communist bloc up to the 2007 accession of Bulgaria and Romania. Section 3 theoretically examines the impact of the EU accession negotiation talks on promoting FDI. Section 4 empirically verifies the theoretical hypothesis, and section 5 concludes the paper.
Political journey of EU Eastern enlargement

1
In empirically re-examining the impact of EU Eastern enlargement on FDI into the CEECs, the following points are specially noted. First, the 1 The content of this section is based on Ott and Inglis (2002) , public information and data released by the EU (http://ec.europa.eu/) and the Foreign Ministry of Japan (http://www.mofa.go.jp/mofaj/area/eu/index.html), and reports from the Financial Times (FT), Népszabadság, an influential daily in Hungary, and Nihon Keizai Shimbun (NKS), a Japanese economic newspaper, unless otherwise noted.
process of EU membership negotiation talks entailed four consecutive steps: (a) conclusion of the Association Agreement; (b) accession application; (c) accession negotiation; and (d) closure of negotiation and accession. Second, the timing involved in reaching these stages and the duration of these stages varied among member candidate countries. It is possible that the degree of impact that affects the decision-making of corporations and investors regarding FDI to EU member candidate countries differed considerably depending on the accession stage the candidates are in. Hence, we examine how these two aspects of EU Eastern enlargement may affect transnational corporations (TNCs) and other potential investors.
Association agreement conclusion stage
The era of ideological division in Europe ended with the fall of the Berlin Wall in November 1989. Subsequently a momentum for regional integration based on democracy and market principles was generated. The CEECs made clear their expectation for the enlargement of the EU towards the East. The fact that, right after the collapse of the Berlin Wall, the Governments of Hungary and Poland made approaches for acceding to the EFTA as a preparation for joining the EU in the near future was a direct manifestation of their anticipation.
The EU -then EC -side responded promptly to the enthusiasm of Eastern countries. In August 1990, the EC Commission decided to steer towards starting sequential negotiations for the conclusion of the "European Agreement" with countries in which democratization and economic reform were underway. The agreement stipulated periodic political talks between the EU and the countries involved; the creation of a free-trade zone ensuring the free flows of people, goods and capital; various aids to establish a market economy, and an array of financial and technical support. As Mardas (2005) pointed out, this association agreement was the first step toward providing a legal framework for EU Eastern enlargement. The number of candidate countries in the accession negotiation increased as years went by: at the end of 1991, Czechoslovakia, Hungary, and Poland; in the spring of 1993, Bulgaria and Romania; in June 1995, three of the former Soviet Baltic states; and, in June 1996, Slovenia concluded the European Agreement.
2 Since this agreement required the amendment and improvement of domestic laws pertaining to trade and humanitarian/human rights, the reaction of CEEC Governments towards legislative ratification and enactment drew domestic and international attention as the first important test for joining an integrated Europe.
Accession application stage
In 1993, the Maastricht Treaty, which contains the basic tenets of EU governance, came into effect. The same year, the Copenhagen European Council demonstrated diplomatic commitment to the formal EU membership of CEECs and, at the same time, came up with three criteria for membership (the Copenhagen criteria).
3 This political measure constituted a huge step forward for EU Eastern enlargement in the sense that the process rolled into a phase in which the methods and roadmaps were being made more concrete (Tanaka, 2002) . Among CEECs, countries that achieved the provisions laid down in the association agreement began to apply one after another in response to the decision made by the Copenhagen European Council. This was the second step towards obtaining EU membership. The first membership applications were made by Hungary and Poland in 1994. One year later, in 1995, Bulgaria, Romania, Slovakia, and the three Baltic states applied, and, in 1996, the Czech Republic and Slovenia applied to the EU presidency holder at that time.
In 1989, Western enterprises and investors were hesitant to invest in the former socialist region, arguing that "though East Germany could be an investment target, the rest of Eastern Europe entailed too much of a risk". 4 However, it is clear from the media reports at the time that this investor sentiment improved throughout the first half of the 1990s, when the European Agreement was concluded and a spate of membership applications ensued. Yet, at this point, it was difficult to accurately predict which CEECs were going to become new EU members and at what date. This fact clouded the decision-making of Western enterprises and investors. Several factors were considered as promising when making an investment decision. First, the fact that Western European public opinion regarding EU enlargement was 3 These accession criteria are (a) the stability of institutions guaranteeing democracy, the rule of law, human rights, and respect for and protection of minorities; (b) the existence of a functioning market economy, as well as the capacity to cope with competitive pressure and market force within the Union; and (c) the ability to take on the obligations of membership, including adherence to the aims of political, economic, and monetary union. 4 NKS, December 12, 1989. On the other hand, there was a great deal of concern involving negative information. First, differences emerged regarding the EU enlargement among member countries, especially, a serious disagreement between Germany and France; Germany was very enthusiastic about including former Communist states, whereas France put emphasis on deepening EU integration. Second, Cohesion Countries were politically apprehensive because of the prospect that they would suffer a reduction in funding, such as that of Common Agricultural Policy (CAP) as a result of a rise in membership, as well as the reduction of seats at the European Parliament and voting rights at the European Council (Baldwin, 1995) . Third, there was uncertainty regarding consensus-building at the Intergovernmental Conference (IGC) held in 1996 to discuss the issues concerning amendments to basic EU law.
Accession negotiation stage
After four months of the 1996 IGC meetings, this uncertainty regarding Eastern enlargement diminished considerably when the IGC reached a basic agreement on the amendment to the Maastricht Treaty. In July 1997, the European Commission adopted the "Agenda 2000" at a Strasbourg general meeting. They approved a first group of six accession candidate countries: Cyprus, which had already been approved for membership negotiations, the Czech Republic, Hungary, Poland, Estonia and Slovenia. Moreover, they announced a plan whereby official negotiations with these countries were to start by the beginning of 1998 and the accession was to be completed by 2002.
In March 1998, the membership negotiations involving the five CEECs (Luxembourg group) started in concert as planned. In addition, in parallel with this first candidate group, the five other countries proceeded with the preliminary negotiation with the European Commission; they were finally recognized at the Helsinki European Council in December 33 1999 as the second candidate group (Helsinki group) and started official talks in February 2000. At that time, it was considered that accession for the latter group would take place around 2003.
By this time, the Eastern enlargement was practically established as a determinate course of the EU, and, thus, foreign investors came to have considerable confidence in its realization. However, even at this point, a number of problems that could have derailed the early realization of EU Eastern enlargement remained. First of all, there were considerable political difficulties at the IGC held in 2000 to discuss the revision of basic EU law, which was essential for the establishment of the EU-25 system. Furthermore, the ratification of the Nice Treaty encountered difficulties in a number of member countries. When the Irish national referendum held in June 2001 voted against the ratification of the Nice Treaty (with 54 per cent voting "no"), the EU enlargement process stalled. Second, the support for Eastern enlargement among the public in both EU member states and applicant states mostly fell short of majority. Third, there were additional factors exerting a negative impact on EU enlargement. One was a more cautious approach emerging among member states, exemplified by the Berlusconi administration, when clear opposition to the Eastern enlargement was expressed, Another factor was that the former Communist parties were rising in popularity in transition countries.
These political obstacles did not prove to be a final blow for a number of reasons. First, Irish voters, in their second national referendum, supported the ratification of the Nice Treaty. Second, to address the concerns among EU citizens, new policies were introduced, for instance, to limit the migration from new member states for a certain period of time after the enlargement. Third, a consensus was reached in order to prevent the postponement of the Eastern enlargement, which resulted in diplomatic negotiations and political compromises behind closed doors at various levels (i.e., EU leaders, foreign ministers, and the European Commission). Nevertheless, it is possible that the foregoing obstacles did pose a certain negative psychological impact in the minds of enterprises and investors throughout the negotiation process.
For TNCs and other foreign investors considering the expansion of their businesses in EU candidate countries, the issues that were even more serious than those reported above regarding the EU Eastern enlargement in general involved the following two points. First, the accession timetable was being delayed daily due to the harder-thanexpected admission process of the Acqui communautaire, which constituted the central project of the accession negotiation. Second, a prospect that the order of accession would have to change emerged as differences in negotiation processes grew considerably among candidate countries. Indeed, even the Luxembourg group of the first accession candidate countries, contrary to the optimistic expectations in 1998, had no hope in concluding negotiations by late 2001, already four years into the process. In addition, according to the mid-term report on accession negotiations released in August 2001, of 31 clauses in the Acqui communautaire, Hungary headed the list, having completed 22 clauses with the European Commission, and the Czech Republic, Estonia, Slovakia, and Slovenia had completed 19 to 20 clauses, while Poland was off to a slow start and had completed only 16 clauses. Moreover, Bulgaria and Romania were in a situation in which they could not even negotiate many clauses because the adjustment of its internal system was not moving forward in many important areas, such as the financial system, agriculture and free movement of people.
Closure of negotiation and accession stage
Given these circumstances, the EU made the decision to reshuffle the membership candidate groups. The Laeken European Council held in December 2001 moved Latvia, Lithuania and Slovakia from the Helsinki group to the first group and indicated the possibility of affiliating all ten countries at once with the EU in 2004. This "Big Bang" style enlargement policy was confirmed when the Copenhagen European Council held in December 2002 agreed to end the accession negotiation of the ten countries. In the meantime, the policy efforts made by the Government of Poland to promote accession talks were remarkable. However, it is also true that the decision by the EU side played a considerable role in the realization of the Big Bang. EU leaders were of the opinion that it was politically inappropriate to postpone the accession of Poland. Clear evidence of this is in the fact that transition measures to allow a grace period in fulfilling EU standards were included in a considerable number of negotiation clauses.
The last political project that was left for the countries that had reached the final negotiation stage was to domestically ratify the accession treaty signed in Athens in April 2003. This hurdle was cleared without problems in all countries as a large majority voted affirmative in the national referendum. 6 In addition, the conclusion of accession negotiations for Bulgaria and Romania, which had been left behind in the accession race, was approved at the European Council held in Brussels in 2004. The accession treaties that both countries had signed were ratified in the European Parliament in May 2006.
The Eastern enlargement triggered by the collapse of the Communist regimes in 1989 finally accomplished its political process after 19 years. Facts such as increased production by TNCs' affiliates in new member states and an increase in FDI in countries surrounding the new member states indicate that the business sector also welcomed this historical landmark event.
In addition to these ten countries that had become EU member states, Croatia and the former Yugoslav In this section, we have reviewed the passage of the fifth EU enlargement at length. The investors make a decision after thorough research and comparison of political and economic situations in the alternative investment target countries. The feasibility and timing of EU accession are crucial reference points for the CEECs. Thus, it is highly likely that a country's political process in the EU Eastern enlargement process closely relates to FDI going to the Central and Eastern region. Here, we hypothesize that official participation in EU accession talks and completion of advanced stages in the accession process had economic significance and constituted a statistically positive and significant impact on FDI to the states in question. From the next section on, we will theoretically and empirically verify this hypothesis.
EU accession talks as a factor promoting FDI
Essentially, there are two theoretical premises for EU Eastern enlargement that are considered as promoting factors of FDI into the candidate countries in Central and Eastern Europe. One premise is that trade liberalization with the EU market in anticipation of future accessions would stimulated investment in the candidate countries, including FDI. The other is that accession talks function as a "political anchor" that would discipline and increase the transparency of political decision-making and institution-building, thereby reducing investment risks (Baldwin et al., 1997) .
Trade liberalization with the EU market began as soon as the European Agreement was signed, which was the first step of EU accession negotiations. The EU and ten CEECs were mutually bound to remove tariffs and non-tariff barriers on imports gradually in accordance with the schedule designed for each country as laid down in the Agreement. 8 The Copenhagen European Council, in June 1993, decided to renegotiate and conclude an interim agreement with countries that had signed the Agreement in order to accelerate the process. As a result, immediately after the European Agreement or the interim agreement came into effect, EU member states eliminated all custom duties and quotas on industrial imports (except for steel and iron and textiles) from the countries entering the agreement. In addition, the CEECs introduced a relaxation on EU trade regulations ahead of the agreed schedule. In fact, those countries that had signed the agreement gradually reduced their tariffs on almost all industrial goods manufactured in the regional market down to 0 per cent by 1997. In addition, virtually all import taxes on sensitive products were abolished by 2002 (Koutrakos, 2002) .
The foregoing measures, which aimed at establishing an early introduction of the free-trade zone, greatly enhanced trade between the EU and the ten CEECs. Indeed, the share of EEC and EC member states in the total amount of exports (imports) 9 This trend can similarly be observed in other accession candidate countries (Sugiura, 2006) .
The EU accession talks were effective in reducing the investment risk in candidate countries in various ways. For example, in the legal realm, the domestic legislation, including laws pertaining to ownership, employment practice, business organization and corporate taxes, came closer to the EU standard. As contend, institutional development significantly influenced capital inflow into the postCommunist states. With regard to micro-level policy, in addition to the relaxation of regulation on trade-tariff policy, predictability and transparency were enhanced by introducing competition and industrial protection policies. In addition, free access to financial and capital markets was assured, and corruption and graft regulations were strengthened. Regarding macro-level policy, the convertibility of home currency was established, inflation was controlled, and fiscal discipline was strengthened. All these measures, together with policy efforts by the candidate countries in their efforts to meet the Copenhagen criteria and to accept the Acqui, facilitated the monitoring activities by the European Commission in a fast and steady manner. This, indeed, made TNCs and investors confident. Furthermore, above all, the political stability in host countries -the issue that foreign investors are most sensitive aboutwas secured. In this sense, the notion of EU membership as a national goal has worked highly effectively.
The degree of reduction in the perceived investment risk brought on by EU Eastern enlargement can be inferred from a third party's objective evaluation. According to Euromoney, the country risk ranking of the ten EU candidate countries was on average 63.37 between 1992 and 2004. This figure is far better that the ranking of other CEECs and former Soviet states, which was, on average, 129.59. This difference is statistically significant (Wilcoxon Z=12.432, p=0.000) . Moreover, the ranking improvement during the same period for the latter group stands at an average of 14.5, whereas the former group averaged 36.2; the significant level of this difference is very high as well (t=2. 331, p=0.015; Wilcoxon Z=2.253, p=0.024 ). These facts demonstrate that the low level of country risk and the speed of risk reduction for candidate countries were remarkable achievements vis-à-vis other transition countries.
Trade expansion with the EU market and drop in investment risks in candidate countries affected both domestic and foreign investors. However, when reflecting on the economic situation of the postcommunist candidate countries, it is easy to imagine that it was mainly foreign capital that was able to respond to the rising capital demand. A series of problems characteristic to a transition economy, such as an undeveloped banking system and capital market, a fragile management base of former socialist enterprises, deep informational asymmetries between domestic investors and corporate managers, under-developed risk management techniques, and the lack of investment experience based on market principles, made the supply of domestic capital extremely limited. Direct manifestations of the these problems included the following: (a) investment undertaken by companies in CEECs are mainly financed with internal reserves; (b) a very serious credit crunch of the banking system; and (c) a passive attitude of domestic banks and investors toward long-term corporate financing (Berglof and Bolton, 2002; Sugiura, 2007) .
As if to exploit the gap while the domestic companies and financial institutions were at a standstill, powerful European, Japanese and United States corporations engaged in active investment. For instance, in Hungary, TNCs accounted for an average of 49.7 per cent of corporate investment and 72.3 per cent of product exports from 1995 to 2003 (Iwasaki, 2007) . It would not be an exaggeration to say that the capital shortage in the CEECs was covered by FDI from developed countries.
In addition to the market-inducing investment-promoting effects reported above, it should not be forgotten that there was a policy that was more direct and promotes foreign capital as part of EU accession talks. The financial and technical support that the EU side had pledged in the European Agreement and Agenda 2000 was carried out within frameworks such as structural and cohesion funds, the Poland and Hungary Assistance for Economic Restructuring Program (PHARE), the Special Accession Program for Agriculture and Rural Development (SAPARD) and the Instrument for Structural Policies for Pre-Accession (ISPA). It has been argued that this support contributed to cost reduction in the establishment and management of TNCs' local affiliates by investing in social capital improvement, including transportation, communication, power transmission, water supply, sewage systems, land improvement and environmental infrastructure (Breuss et al., 2001; Iwasaki and Sato, 2004; Iwasaki, 2007) .
It is thus highly probable that the Eastern enlargement of the EU induced indirect and direct effects of promoting FDI to candidate countries. Surprisingly, there have been few studies focusing on this point, although a great deal of empirical literature has taken into consideration the determinants of FDI in CEECs and former Soviet countries. Eight such earlier studies are listed in table 2. The most pioneering work is Brenton et al. (1999) . They used a gravity model to assess the impact of being an EU candidate country on cumulative FDI in host countries up to the mid-1990s and confirmed that (a) the first candidate country group enjoyed significantly more FDI than the second group; and (b) EU candidate countries in general received a larger amount of FDI than the CIS states. Bevan and Estrin (2000) is an empirical study that paid even greater attention to the FDI-promoting effect of the EU accession process. They focused on the announcement effect of the "pre-accession strategy" adopted at the Essen European Council in December 1994 and "Agenda 2000" put forward by the European Commission in 1997. Their panel data analysis shows that the impact of Agenda 2000 on FDI has a positive sign and it is significant at the 1 per cent level for countries approved as first accession candidates.
The remaining six studies can be divided into two categories from a methodological point of view. The first group focused on important decisions made by the European Council and European Commission regarding the Eastern enlargement and examined their influence upon FDI. Suzuki and Suganuma (2008) falls under this category. The second category constitutes empirical studies that focused on whether the countries analysed were EU accession candidate countries or not; Assenov (2003) and Suganuma (2006) are included in this category. , Egger and Pfaffermayr (2004b) , and Clausing and Dorobantu (2005) developed empirical analysis using the two methodologies noted above. Positive and significant at the 1-5% level. GDP of home country (+); GDP of host country (+); distance between capital cities (-); unit labor cost (-). As shown in table 2, these prior studies in general strongly suggest a positive relationship between EU accession talks and FDI in countries involved. To this extent, these studies are consistent with our hypothesis. However, on the basis of the facts found in the previous section, we contend that these studies have a number of shortcomings. First of all, although the first stage of the accession negotiation process entailed concluding the association agreement, many of the earlier studies have paid little attention to the fact that differentiation among transition countries from the investor's perspective had already started by this point. Secondly, the fact that the accession process consisted of four political stages and that there were certain differences in the timetable depending on the countries is hardly considered. Thirdly, as a result of the above two points, the earlier studies do not give any consideration to the possibility that the FDI-promoting effect on accession candidate countries may differ at different stages of negotiation, as each has different characteristics. In this sense, it is likely that a dummy variable that captures only a part of the EU Eastern enlargement process and expresses the entire applicable time period as a value of 1 could underestimate or overestimate its impact on FDI. In the following section, we will attempt to estimate a more accurate impacts of EU Eastern enlargement by conducting an empirical analysis that addresses the problems discussed above.
Empirical analysis
Empirical research on the location choice for international production has been based for a long time on the so-called OLI approach advocated by Dunning (1958 Dunning ( , 1970 . This traditional FDI theory argues that several factors, such as the advantages of establishing local affiliates, running costs and market access as opposed to product exports from the home country and the strategic importance of internal retention of intangible assets, including management know-how and proprietary technology, have great influence on decision-making by investment bodies (Ikema, 1992) . In contrast to the OLI paradigm, recent FDI theory has incorporated the advantages of ownership and location in the general equilibrium model of international trade and, by endogenously dealing with the emergence of TNCs, given way to a new theoretical angle (Helpman, 1984; Horstmann and Markusen, 1992; Brainard, 1997; Marksen and Venables, 1998, 2000) .
FDI into the former Communist states can be approached from either of the above two theoretical viewpoints. From an empirical perspective, both approaches concur that proximity and market size are important determinants of FDI. Therefore, to verify the FDI-promoting effects of EU Eastern enlargement, proximity and market size are used as control variables in our empirical models along with the progress of systemic transformation to a market economy and the macro-economic dynamism in a host country, both of which are regarded as critical factors affecting FDI into transition economies. It is expected that both elements are positively related to FDI (Brenton et al., 1999; Resmini, 2000) .
In this section, we will estimate FDI location-choice models through two different methods. The first method involves a regression analysis that takes the gross FDI inflows into transition economies as a dependent variable. The second entails the estimation of the gravity model by taking the origin-to-destination-specified FDI as its dependent variable. The first method analyzes the gross FDI in 21 CEECs and former Soviet countries featured in table 1 in the period 1990-2005. The latter targets FDI from seven major developed countries (Austria, France, Germany, the Netherlands, Japan, the United Kingdom and the United States) and nine CEECs (Bulgaria, the Czech Republic, Estonia, Latvia, Lithuania, Hungary, Poland, Slovakia and Romania), adding up to a total of 63 pairs. For both methods, we will utilize panel data.
For constructing the empirical model, a simple hypothesis relating to the decision-making behaviour of TNCs and other foreign investors is used, assuming that they make an investment decision for a given year by referring to the observable variables of the previous year.
10 This realistic hypothesis is also useful as it avoids possible simultaneousequation bias in estimation results by adopting predetermined variables as independent variables in our models. With regard to EU accession talks, however, we do not apply this assumption, considering the fact that investors were capable of tracing the progress in the accession negotiations between the EU and candidate countries in real time mainly through information disclosure by the European Commission and the media. EU enlargement is an uncontrollable event for almost all private investors. Hence, we assume that EU accession talks are exogenous for FDI.
In the first phase of the empirical analysis, our actual estimation equation model, where the dependent variable is the total amount of FDI going to the host country j in the year t, takes the form: 10 We have estimated a location choice model for FDI to Russia by using the same hypothesis. See Iwasaki and Suganuma (2005) . where EUaccession is a set of k dummy variables reflecting participation in the EU Eastern enlargement process and the progress of accession negotiations (discussed later); GDPSIZ is the market size of the host country measured in terms of the total amount of GDP; PRISEC is the ratio of GDP to host country's private sector, which is used as the proxy for the progress of transition to a market economy; GDPGRO and INFRAT are the real GDP growth rate and the inflation rate of the host country, respectively;
11 DISBRA is the direct distance from Brussels to the capital of the host country; δ is the individual (fixed) effect of a host country; and ε is the error term.
Based on the discussions above and the preceding studies listed in table 2, we expect EU accession negotiations, market size, progress of systemic transformation to a market economy, and economic growth to have a positive impact, while high inflation and geographical remoteness from the EU market to have a negative impact on FDI. In order to check the robustness of the estimated results of the above equation, we also estimate an alternative model that replaces the dependent variable with the investment amount per capita (FDIp). In this case, the market size of the host country is conditioned by the division of the total population; thus, the independent variable becomes the total value-added per capita (GDPSIZp) in lieu of GDPSIZ. This variable presents the purchasing power of a host country residents while, at the same time, reflecting the wage level. Therefore, we cannot theoretically predict its effect on FDI at the current stage.
In the second phase of the empirical analysis, we estimate the following equation, which takes the FDI from country i to country j in the year t as the dependent variable: (2) where MAGSIG is the total amount of GDP of the home and host countries representing the combined market size; MARSIM is a measure of the similarity in the size of home and host country markets defined by the formula:
DISCAP is the direct distance between the capital cities of both countries; φ stands for the country-pair effects of the two nations. We predict that MARSIG and MARSIM have positive signs because both factors promote a horizontal FDI and are neutral in terms of a vertical FDI (Egger and Pfaffermayr, 2004a) . Similarly to DISBRA, DISCAP is expected to hamper FDI, and it may thus have a negative sign. As in the first phase, we estimate an alternative model with the dependent variable FDIp, FDI inflow per capita, instead of FDI.
To estimate the FDI-promoting effect of EU Eastern enlargement, we tested three different approaches: the first approach adopts the accession candidate dummy ACCCAN, which takes the value of 1 from the year of the conclusion of the association agreement onwards. This variable follows the approach of earlier studies and becomes a benchmark in comparison with the estimated results. Here, it is implicitly assumed that the FDI-promoting effect is constant throughout the negotiation and accession period. We call this the constant-effect hypothesis.
The second utilizes the accession negotiation progress dummy ACCPRO, which considers that the EU accession talks consist of four different political steps, as we discussed in section 2. This variable gives a value of 1 to the association agreement conclusion stage; 2 to the accession application stage; 3 to the accession negotiation stage; and 4 to the closure of negotiation and accession stage. In other words, ACCPRO is based on the assumption that, as accession negotiations move forward a step at a time, the FDI-promoting effect of EU Eastern enlargement increases proportionately. We call this the increase-effect hypothesis.
The third is designed to capture the effect of these negotiation steps individually by using four independent variables labelled ASSSTA, APPSTA, NEGSTA and FINSTA. It enables different negotiation stages to have different degrees of impact over the decision-making of investment bodies as well as some degree of variation in terms of statistical significance, in case that EU enlargement has a non-linear impact on FDI. We call this the non-linear-effect hypothesis. The non- linear effect may arise when TNCs and other potential investors are not very sensitive to the progress in the accession negotiation and/or when progress in the EU accession talks from a specific stage to the next constrains the use of FDI-friendly policy instruments, such as direct subsidies and corporate tax exemption and, hence, offsets the positive effect of EU enlargement. Figure 1 illustrates the accession negotiation process between the EU and 12 acceding CEE countries, including Croatia and Macedonia. As this figure indicates, the timing of political events in each candidate country was very different, and it would not be empirically appropriate to overlook this fact. For instance, according to the Japanese corporations, think-tanks, and governmental agency officials interviewed by the authors, there is at least a six-month lag from the time of the investment decision until investment action is actually taken.
12 Therefore, we set the above-mentioned EU accession variables on the basis of the hypothesis that the FDI-promoting effect will surface in the same year when a political event takes place in the first half of that year, while, when an event occurs in the second half of the year, such an effect is realized in the following year.
Definitions, descriptive statistics and sources of data, including the EU accession variables used in the empirical analysis, are shown in the appendix. Table 3 represents the result of the first phase of the empirical analysis. Here the Breusch-Pagan and Hausman specification tests support the use of random-effects estimator for all models. This table shows that the control variables have expected signs with statistical significance at the 1 per cent level, except for DISBRA. According to the estimation result of models (A), (B), and (C), which take the gross FDI inflow as the dependent variable, the market size, the progress of systemic transformation, and the economic growth of the host country have the effect of inducing FDI. On the other hand, the increase of the price level negatively affects the decision-making of investing bodies. The same inferences can be drawn from models (E), (F) and (G), which take the gross FDI per capita as the dependent variable. In these models, GDPSIZp is estimated to be positive and significant at the 1 per cent level. This suggests that TNCs and other foreign investors, on the whole, In Slovenia, the conclusion of the association agreement and the application for EU membership occurred at the same time.
Transnational Corporations, Vol. 18, No. 3 (December 2009) GDPSIZ is the total amount of the GDP of the host country. GDPSIZp is the GDP per capita of the host country. PRISEC is the ratio of the GDP to the host country's private sector. GDPGRO is the GDP real growth rate of the host country. INFRAT is the inflation rate of the host country. DISBRA is the direct distance between Brussels and the capital of the host country. 
10
The t statistics are given in parentheses. ***: significant at the 1% level, **: at the 5% level, *: at the 10% level.
invested in the European transition countries because these countries constitute a promising product market and not because the region provides cheap labour for international production.
13
The EU accession variables hold interesting results. ACCCAN is positive and significant in models (A) and (E). This means that the empirical findings of earlier studies are reproduced here in the same way. However, it is highly possible that the use of ACCCAN over-or underestimates the FDI-promoting effect of EU enlargement. This is because, in models (B) and (F), the coefficient of ACCPRO, which takes into consideration that the accession negotiation process consists of several political steps, suggests that differences in the progress of negotiation stages may have a distinct impact on FDI inflows in EU accession candidate countries. Nevertheless, the estimation results of models (C) and (G) indicate that it is possible that the hypothesis behind ACCPRO (i.e. accession negotiation step-up proportionally encourages FDI) may also have some problems. This is because FINSTA, the dummy variable featuring the closure of negotiation and accession stage, is estimated to be below that of NEGSTA, the variable capturing the accession negotiation stage. Overall, the estimates of the EU accession variables in these six models suggest that the non-linear-effect hypothesis is more applicable than the alternative hypotheses. Table 4 shows the result of the second phase of the empirical analysis.
14 The gravity model of bilateral FDI supports the policy implications discussed above. However, MARSIM loses its statistical significance in models that take FDI per capita as the dependent variable. The same happens to PRISEC and GDPGRO when the fixed effects model is chosen.
What we should emphasize more is the estimation results of the EU accession variables. In other words, with the gravity model, ACCCAN is insignificant in both models (I) and (M), whereas ASSSTA is positive and significant at the 1 per cent level in models (K) and (O). These results suggest that, when the target countries of empirical analysis are limited to the CEECs that have accomplished EU accession, the simple hypothesis that the FDI-promoting effect is constant throughout 13 The distance from Brussels to the capital of the host country (DISBRA) is insignificant. We re-estimated the regression using the direct distance from Munich or Hamburg instead of Brussels and found no improvement in the estimation results.
14 Our empirical models showed mostly the same estimation results when using a two-way model, which controlled time effects, as well as the individual effects of the host country or the country-pair effects. MARSIG is the total amount of the GDP of the home and host countries. MARSIM is the similarity in the bilateral market size of the home and host countries. PRISEC is the ratio of the GDP to the host country's private sector. GDPGRO is the GDP real growth rate of the host country. INFRAT is the inflation rate of the host country. DISCAP is the direct distance between the capitals of the home and host countries. 
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the accession negotiation period is inadequate in order to validate the EU enlargement effect. Moreover, the positive and highly significant estimation results of ASSSTA, as those of the other EU accession variables in models (K) and (O), strongly suggest that TNCs in seven major developed countries responded to the new opportunities, even at the very beginning of the EU enlargement process, by undertaking FDI into the European post-communist countries. In this sense, our empirical evidence supports the view that TNCs with high risk-management capability tend to courageously enter newly emerging markets.
Most importantly, the estimates of the EU accession variables in the above six gravity models, as well as those in the regression models taking the gross FDI inflow as the dependent variable, strongly support the non-linear-effect hypothesis. In other words, the EU accession negotiation process and the inflows of FDI in candidate states are not a simple monotonic relationship, but resembles a reverse J-shaped relationship. To verify the presence of this curvilinear effect of EU Eastern enlargement on FDI, we re-estimated models (B), (F), (J) and (N) with a quadratic expression of the five-point accession negotiation progress dummy (ACCPROQUA) along with the linear term. Models (D), (H), (L) and (P), respectively, present the results. ACCPRO is estimated to be positive with statistical significance at the 5 per cent level or less in all four models, and ACCPROQUA is negative and significant at the 10 per cent level or less in models (D), (L), and (P). Hence, we surmise that the positive effect of advance toward EU membership eventually diminished and was smaller at the closure of negotiation and accession stage than at the accession negotiation stage.
One of the possible interpretations of these empirical results is that, when the EU accession became almost certain, the accession candidate government was forced into a sharp reduction or total abolition of favourable investment treatments available to foreign companies until then and had to give way to political pressure from the European Commission. These policy changes had a negative effect on attracting large-scale investments in particular. The drastic overhaul of favourable FDI incentives is one example. The cases occurring in Hungary and Poland alone affected more than European, Japanese and the United States enterprises and drew great opposition from them. 15 Although the Government of Poland promised compensation to these corporations for the damage resulting from the early termination of favourable incentives and the Government of Hungary launched the "Smart Hungary" programme, which is the most generous investment support plan to the maximum extent of the EU uniform criteria, these measures were not at all attractive in comparison to the abolished FDI incentives, such as ten-year corporate tax exemption and customs-free zones. It is possible that this event threw cold water over new investment plan of Western corporations and investors for the candidate countries in the final stage of the EU enlargement process.
Concluding remarks
In this paper, we studied the FDI-promoting effect of the EU's eastward expansion. It is highly possible that accession negotiations with the EU have greatly encouraged western investors in their FDI into candidate countries through the expansion of trade with the European integrated market and the reduction in country risk. However, our empirical evidence strongly suggests that the effects were not at all constant throughout the negotiation period, contrary to what earlier studies have implicitly assumed. This is because each of the negotiation stages may have a different impact on the decision-making of investors.
We found a general trend, i.e., as EU accession negotiations progressed and moved to higher political stages, the FDI-promoting effect progressively increased. However, we also found that a complete revision of the existing investment incentives carried out as compensation for obtaining the confirmation of EU accession might have had an adverse influence on FDI at the very end of political negotiations with the EU. Therefore, we conclude that the causal relation of EU Eastern enlargement and FDI enjoyed by accession candidate countries can be characterized as having a positive correlation. However, this is not a monotonic relationship; rather, it is of a reverse J-shaped nonlinearity. The finding suggests that certain policy coordination in the FDI incentive strategy was needed between the EU and acceding countries.
When adopting the non-linear-effect hypothesis, the FDIpromoting effect of EU enlargement, even when taking into consideration the adverse effect discussed above, is higher than the expected effect dissatisfaction with harsh words. Government officials left in the midst of a storm in a cloud of insults and angry roars" (NKS, 9 July 2002). when presupposing the constant-effect hypothesis. According to our simulation based on the estimation results shown in table 3, the periodical cumulative impact of the EU Eastern enlargement variables on FDI received between 1990 and 2005 by 12 CEECs is higher in the non-linear-effect hypothesis than that in the constant-effect hypothesis (69.861 versus 60.593 respectively). The difference is remarkable when considering investment per capita (84.087 versus 68.419 respectively). In other words, if the non-linear-effect hypothesis reflects the reality more appropriately than the constant-effect hypothesis, it can be concluded that the policy efforts made by the former Communist states, focusing on integration to the European unified market, brought much more economic benefits than what has been generally believed. Min. Table 3 ) Gross FDI inflow to 21CEECs and the former Soviet countries (million US dollars) 1248.9 2257.9 301.5 15444 1 UNCTAD public data. Table 4 
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